Introduction
In the aftermath of the corporate scandals that reached headlines worldwide in the first years of this decade (Enron, Worldcom, Parmalat) investors, and the general public, reacted with surprise at first, and then with indignation. Politicians, regulators, and lawmakers felt the pressure to increase and strengthen the range of measures to combat corporate misconduct and fraud. Probably the most ambitious and extensive legislative reaction to the problem, and the best-known, at any rate, has been the American Sarbanes-Oxley Act 2002 1 .
Some of the proposed or adopted policies to check corporate behavior for the benefit of investors and the public at large deal with general corporate governance issues, ranging from measures trying to reinforce the role and independence of non-executive directors, to improve the amount and quality of corporate disclosure, to increase participation of shareholders in corporate decisionmaking, and to subject to more detailed scrutiny the remuneration practices of firms with regard to top management 2 .
Other policies refer to the role and regulation of gatekeepers 3 , or potential 1 See Ribstein (2002) for an extensive academic overview -and critique-of the major changes in the Sarbanes-Oxley Act. Though less far reaching, Europe has not lacked initiatives along similar lines, not only at the national level in several Member States, but also at the European Level: Commission Recommendation of May 16, 2002 on Auditor's Independence, Winter Report on Corporate Governance. 2 No doubt the public perception of managers has deteriorated very significantly as a result of corporate scandals. As Ribstein (2002) very aptly puts it, the managers in the world of Enron are ".. Machiavellian, narcissistic, prevaricating, pathologically optimistic, free from self-doubt and moral distractions, willing to take great risk as the company moves up and to lie when things turn bad, and nurtured by a corporate culture that instills royalty to insiders, obsession with short-term stock price and intense distrust of outsiders." 3 The notion and earliest analysis of gatekeepers and their functions in improving the operating of markets and preventing misconduct by some market participants, originate in Gilson and Kraakman (1984) , and Kraakman (1986) .
gatekeepers, such as auditors, lawyers or securities analysts, who may play a role in detecting and helping to deter corporate misconduct. In the case of auditors, whose role as gatekeepers in the corporate context does not seem to be seriously questioned, the issue of independence from clients has been on top of the regulatory agenda. Matters such as the provision of non-audit (typically, consulting) services to audit clients, the permanence of key audit partners for the same client over a period of years, the selection of auditors by corporate clients, or the employment of former audit partners by former corporate clients as senior management, have been seriously put into question, and even some of the previously existing and accepted (or at least, tolerated) practices have been prohibited 4 .
Concerning securities analysts, securing independence of analysis research has also been a top concern of the regulatory wave following the corporate scandals, thus attempting to disclose 5 , and eventually, avoid, conflicts of interest between the work of securities analysis and the investment banking activities (and the ensuing profits) carried out within the same firm.
Lawyers have proven more reluctant candidates, both at the theoretical and at the practical level, to be conceptualized as gatekeepers and regulated as such.
It could be argued that lawyers play a role with regard to clients that is more complex (the lawyer is not just a screener of legality of past or future client actions, but is also advocate, transaction designer, defender, etc.) and privi- 4 See Commission's Recommendation on auditor's independence, and § § 201 and following, Sarbanes-Oxley Act. 5 For a recent experimental critique of disclosure policies concerning conflicts of interest, see Cain, Loewenstein and Moore (2005) . leged (confidentiality) than those of auditors, securities underwriters, and other gatekeepers in the corporate context 6 . It is hard to deny, though, that, all the differences with auditors notwithstanding, lawyers do play, in many situations involving the operations of corporations, a substantial gate-keeping function, to the extent that they screen and verify the legality of planned actions, disclosure and filings before a wide variety of private and public outsiders 7 . Clear examples of these relevant gate-keeping functions of lawyers can be found in the area of corporate disclosures by issuers to raise capital both in the equity market and in private finance.
Whatever the theoretical answer, the fact is that § 307 Sarbanes-Oxley Act has tried to enlist lawyers in the campaign to prevent corporate misconduct by gatekeepers, by imposing upon lawyers the duty to report evidence of likely violations of the Law to the chief legal counsel or the chief executive officer of the corporation 8 . In the process of implementation of this provision, and using the authority granted by the Act to that effect, the SEC proposed a rule 6 In fact, the notion of gatekeeper itself is not straightforward. Some defend a broad notion of gatekeeper, as any party who could prevent misconduct by a market participant by withholding cooperation with him, specially by refusing to provide a product or service that is necessary -de facto-to enter a market or engage in a given activity: Kraakman (1986), Hamdani (2003) . Others stress the feature of gatekeepers as reputational intermediaries who provide necessary verification or accreditation services to agents operating in a given market or activity: Coffee (2004) . 7 Most commentators, albeit emphasizing the distinctiveness of the lawyers' gate-keeping role, accept its existence: Painter (2004), Coffee (2003 Coffee ( , 2004 , Henning (2004) , Zacharias (2004) . For a dissident view, see Fisch and Rosen (2003) . 8 This § 307 directs the SEC to adopt rules (1) requiring attorney to report evidence of a material violation of securities law or breach of fiduciary duty or similar violation by the company or any agent thereof, to the chief legal counsel or the chief executive officer of the company (or the equivalent thereof); and (2) if the counsel or officer does not appropriately respond to the evidence (adopting, as necessary, appropriate remedial measures or sanctions with respect to the violation), requiring such attorney to report the evidence to the audit committee of the board of directors of the issuer or to another committee of the board of directors comprised solely of directors not employed directly or indirectly by the issuer, or to the board of directors.
imposing upon lawyers a "noisy withdrawal" communicated to the SEC in case of corporate inaction after the "up-the-ladder" report on corporate misconduct.
The latter proposal has not been finally adopted due to the fierce opposition of the American bar 9 .
The logical corollary of imposing gate-keeping duties on service providers such as auditors or lawyers is the determination of the appropriate legal liabilities, if any, that should arise from the violation or non-compliance with such duties. In this paper we do not intend to present a complete policy proposal concerning the optimal design of the system and level of liabilities for gatekeepers. There is already a substantial amount of literature dealing with this matter.
Part of this literature is skeptical about the role that explicit and mandatory legal liability (based on Tort, Regulatory, or Criminal Law) can play to provide proper incentives for gatekeepers, given that the strong reputational bonds that large audit or law firms have built, at great cost, over the years, are powerful enough to ensure the right level of gate-keeping effort on their part 10 . Others, in turn, at least for auditors, defend a strict liability system with liability insurance, or a modified -capped, either at a multiple of revenue from the corporate client who broke the law, or at a given percentage of the liabilities of the corporate client-strict liability regime 11 . Finally, another section of the literature, generally or with respect to some gatekeepers, positions itself in favor of 9 The proposal generated a large amount of literature in the legal professional area. For a summary, see Henning (2004) . 10 See Goldberg (1988) , Choi (1998) , Ribstein (1998 Ribstein ( , 2002 . Arruñada (1999) explores in detail the diverse and powerful role of market forces in providing incentives for audit quality, but does not shun the likelihood that legal liability might also be helpful to this goal. a negligence-or duty-based kind of liability 12 .
In the paper we try to model some of the issues raised by the current system of liability for clients' misconduct imposed upon auditors and lawyers as gate-keeping third-party allies of the public enforcement authorities. Both auditors and lawyers are subject to regulation of their verification and certification functions with respect to their clients 13 . Their duties and resulting liabilities, however, are substantially altered when they observe or encounter evidence of wrongdoing on the part of their clients. Auditors, for instance, are subject to the statutory obligation to report to the SEC any information regarding an illegal act committed by the client that they may have uncovered in the course of their auditing activities. And we have already mentioned the "up-the-ladder"
reporting duty imposed upon lawyers by § 307 Sarbanes-Oxley Act, and the failed attempt by the SEC to even expand them in its own favor.
Observation of clients' misconduct seems, thus, to play a major role in the definition of required behavior of lawyers and auditors as gatekeepers 14 . The imposition of duties of care and reporting, conditional on their having observed an underlying wrongdoing, misconduct, action, or type of clients is, however, complicated at a theoretical level.
In section 2 we model this strategy of regulating gatekeepers' liability using a similar framework as the one we have employed to analyze heterogeneous 12 See Willekens, Steele, and Miltz (1996), Coffee (2003) , Hamdani (2003) , Schäfer (2003) . 13 In the US, auditors are regulated by the new Public Company Accounting Oversight Board, established by the Sarbanes-Oxley Act, and lawyers are regulated by state bar associations. In Europe, the division of regulatory functions is similar, with public (or self-regulating) bodies dealing with auditors, and bar associations at the National or Regional level regulating lawyers.
14 This role is applauded by part of the literature: See Hamdani (2003) .
victims in terms of their costs of care [Ganuza and Gomez (2005, forthcoming) ].
The interaction is modeled as one in which the gatekeeper observes the state of the world with a given probability, and Courts or regulators imposing duties or liabilities are unable to verify whether, in fact, observation had taken place. The wrongdoing by the client, however, is assumed to be ex post costlessly verifiable by Courts or regulators. Information on wrongdoing is thus, hard information in the sense of Tirole (1986 Tirole ( , 1992 -that is, verifiable but hideable.
In section 3 we show that, in this setting, general standards of professional behavior by auditors or lawyers that do not take into account actual observation may well be sufficient to induce gate-keeping. If those standards can be adequately set by Courts or regulators, in anticipation of the opportunities for strategic behavior derived from the imperfect observation and the unverifiability of actual observation, legal rules do not need to rely on more complex policies of trust or distrust towards the statements, or towards the evidence, provided by the gatekeepers on the observation of clients' misbehavior. We also derive some implications for legal policy concerning gatekeepers regulation and liability, implying that the distinction between voluntary violation (scienter) of duties and mere negligence (omission of due diligence) should not be a cornerstone of the Law in this context, and that legal systems, when employing gatekeepers to deter corporate misconduct, should instead focus attention on the substantive control duties of professionals acting as gatekeepers.
We study a model in which a gatekeeper has to control the behavior of a firm in order to reduce the expected harm to investors, which depends both on the control effort by the gatekeeper, and on the underlying state of the firm. We assume that all actors are risk neutral, and that it is costly for the gatekeeper to exercise control efforts on the behavior of the firm. Let C(x) be the gatekeeper cost of exerting a control effort x. We assume C 0 (0) = 0, C 0 (x) > 0 and
The state of the firm affects the productivity of the control effort in reducing the expected harm to the investors. In particular, we assume that there are two different states of nature, w ∈ {H, C}, where the ex-ante probability of w = H (Honest state) is α, and the ex-ante probability of w = C (Corrupt state) is (1 − α) . By the honest state w = H, we mean that firm's managers have behaved honestly 15 and we assume that in this state, independently of the control effort x exerted by the gatekeeper, there are no investors' losses,
Thus the efficient level of care in the honest state, w = H, is 0,
By the corrupt state w = C, we mean that there has been manager misbehavior. In this state, thus, there will be expected losses for investors, but these losses will be decreasing on the control effort exerted by the gate keeper, L C (x) = R lf (l|x)dl, and we assume
> 0. Thus the 15 We are well aware of the fact that the behavior of firms' managers is not fixed, but will be shaped by legal liability and other incentives. However, given that we are not interested here in analysing the behavior of managers, nor issues of collusion, or other instances of joint liability of managers and gatekeepers, but only the gate-keeping efforts of auditors and lawyers, we treat managers' behavior as exogenous. A similar assumption, in Ewert, Feess, and Nell (2000) . 16 This assumption is made without loss of generality. All the results follow equally if we simply assume that there are investor's losses in both states, but they are higher in the corrupt state.
efficient level of gate-keeping effort in the corrupt state, w = C , is characterized by the level of control effort in which the marginal cost of control equals its 
Second Best Solution
In the second best solution we consider that the gatekeeper can not observe the state of the firm, so he has to choose the same kind of control effort with respect to the firm in both states of nature. 17 Standards can be though of as being imposed by Courts in order to determine gatekeepers' tort liability, or by a regulator (the SEC or a similar kind of agency) of the professional behavior of auditors or lawyers.
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The next Proposition states that the second-best solution leads the gatekeeper, as might be expected, to exert an intermediate level of control effort.
Moreover, this control effort is decreasing in the ex-ante probability of being in the honest state.
This second best solution is again easily implementable by using a rule which sets a single standard for the gatekeeper control effort
In 
Asymetric Information Setting
We consider that the gatekeeper can observe the state of the firm with probability σ, being this probability common knowledge. We assume that the regulator (henceforward we will speak of regulator, on the understanding that the same applies to Courts in the context of Tort Law) uses for regulating the activity a differentiated rule, but she does not know for sure whether or not the gatekeeper had in fact observed w or not. In case that investors suffer losses due to the misbehavior of the firm, regulators are able to verify the state of the world (the underlying state of the firm causing losses) and the level of control effort by the gatekeeper, and the latter can report to the regulator whether or not he had observed the underlying state of the firm (the evidence he had observed concerning the managers' misbehavior or honest behavior, at the time he had chosen the level of control effort). In particular, the setting can be characterized as a game with the following sequence of actions:
1. The regulator sets standards for the gatekeeper's control effort with the goal of maximizing social welfare.
2. Nature decides the state of the firm, and if the gatekeeper observes or not the state of the firm.
3.
Gatekeeper chooses a level of control effort for the firm who is his client.
4. Investors' losses materialize or not, according with the probabilities generated by the chosen levels of control effort and the state of the firm.
5. In the case investors' losses materialize, the gatekeeper submits to the regulator a statement concerning observation of the state of the firm, and the regulator decides liability based on the statement (according to the policies of trust and distrust described below), the state of nature, and the anounced standards on gatekeeping control effort.
We consider that the gatekeeper's information on the underlying state of the firm is "hard" information 18 .
Roughly speaking, what we mean by this term is that the gatekeeper can only hide his information by pretending that he did not observe the misbehavior of the client (the state of the firm) when he in fact had observed it. However, the gatekeeper cannot lie regarding the state of firm he observed, and thus he cannot report that he observed w = H, when he in fact had observed w = C, and vice-versa 19 .
We solve this game by backwards induction. We look first at the liability decision by the regulator, then we analyze the choice of control effort by the gatekeeper, and finally we study the optimal standards of control effort set by the regulator.
We assume that the regulator could use a complex regulatory regime comprising three levels of control effort. Given the previous results, it is clear that the optimal standards must satisfy x it is true or false) that he had not observed the state of firm, in order to ex- 18 The concept of "hard" information was introduced by Tirole (1986) and (1992) in a model of collusion where the private information held by the agent was verifiable but hideable. The concept of "hard" information have been also used in the theoretical accounting literature (Ante (1984), Ijiri (1984), Kofman and Lawaree (1993) , (1996) and Villadsen (1995) ) and in the regulation literature (Laffont and Tirole (1991) and (1992)). 19 It is obvious that an gatekeeper, if possible, would prefer to lie in the first case and never to lie in the second.
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Policy of trust
be the optimal standards set by the regulator under the policy of complete trust. Provided that the regulator believes the gatekeeper's statement claiming that he did not observe the firm's state, and the firm is shown to be corrupt, it is not in the interest of the gatekeeper to exert the effort required for w = C. Consequently, the gatekeeper will never exert more Notice that the adoption of a policy of trust does not mean that the regulator is naive, and that she ignores the possibility of opportunistic behavior on the part of gatekeepers having observed a corrupt firm. When the regulator sets levels of control effort, she takes into account the fact that the gatekeeper will behave opportunisticaly, and so, gatekeepers who have observed w = C will report that they had not observed the state of nature at all. In fact, we will
show that a policy of complete trust, which may be considered as entailing an overconfident attitude on the side of the regulator might be an optimal policy that maximizes social welfare, given the informational constraint that impedes the regulator to verify whether or not the gatekeeper had observed the underlying state of the firm.
Hence, the regulator is going to set the standards maximizing the expected social welfare
Notice that x T S 2 is irrelevant here since it will never be adopted by a gatekeeper 
The optimal solution is characterized by the following proposition.
Proposition 3
The optimal standards under the policy of trust are, x
2 , which can be arbitrary, and
where
and x * ∈ arg min{F (x, x)}.
The intuition behind Proposition 3 is the following: if the condition x
is satisfied, then the efficient solution can be implemented, and this is the best outcome that the regulator can induce. The intuition is that when the standard for the non-observing gatekeepers is equal to the efficient control effort required for the gatekeeper observing a corrupt state, this standard is going to be chosen by the gatekeeper who has observed the corrupt state, which is efficient. The gatekeepers not observing the underlying state will be held liable, but they would have the appropriate incentives for exerting the efficient effort level by a non-observing gatekeeper. If the condition x
is not satisfied, however, we cannot obtain the efficient solution, and there will be some welfare loss. Essentially, we can have two solutions:
(i) a Pooling Equilibrium: the regulator minimizes social costs knowing that the standard chosen will be adopted both by the gatekeepers not observing the firm's underlying state, and by those gatekeepers that observe a corrupt firm,
or
(ii) a Separating Equilibrium: The non observing gatekeepers will exert their efficient level of control effort, and the regulator sets the standard for non-observing gatekeepers anticipating it will be chosen in fact only by the gatekeepers who observe a corrupt state of the firm, and thus sets this standard at the minimun level of effort that satifies that there will be a separating equilibrium. Those observing the corrupt firm adopt it, and are not held liable, and those not observing the underlying state choose a (lower) level of effort, that minimizes costs given they will be held liable for investors' losses. For a situation in which this separation equilibrium can be optimal, think for example of circumstances in which α and σ are low, and there is a big difference between the efficient control effort of the gatekeepers observing w = C and the ones who do not observe the state of the firm.
The opposite policy of distrust
be the optimal standards set by the regulator under the policy of distrust. Under a policy of complete distrust, the regulator does not believe the gatekeeper's statement claiming that he did not observe the firm's type when misbehavior on the part of the firm's managers comes later to light.
There is no room, thus, for the informed gatekeeper to behave opportunistically.
As in the previous case, the informed gatekeeper has a dominant strategy: He
when observing an honest firm, and chooses x 
Thus, policies of trust and distrust generate the same expected social cost. 
Implications and conclusions
In the previous section, we have showed how, under what we believe are plausible informational assumptions regarding the verifiability of the gatekeepers 20 We conjecture that this result can be extended to mixed strategies as well. The paper is also agnostic with respect to the second step of determining the desirable liability regime for gatekeepers, once decided that a gate-keeping role should be legally imposed. So we do not reject 22 the possibility that the optimal liability regime for auditors or lawyers as gatekeepers should be a strict liability regime, maybe with some liability cap or compulsory insurance, as part or the recent literature seems to suggest. The fact is that most legal systems have 21 It is true that even if gatekeepers were assumed to be unable to detect or prevent misconduct, or to reduce its negative consequences, imposing liability on those "blind and ineffective" gatekeepers could affect the underlying behavior through the increase in the price for those services (which, by hypothesis, are necessary for firms to enter the market or the activity) arising from the imposition of liability. The effects from this price increase on social welfare are, however, indeterminate overall, although probably negative: Hamdani (2003 Perfect verifiability is, however, unimaginable in this context, and no verifiability seems too at odds with the actual tendency of legal systems in this respect to make liability usually contingent on the fulfillment of requirements of scienter (knowledge of the underlying misbehavior of the client) to impose liability upon the gatekeeper 23 . We think it is better to assume the information on observation of misconduct to be verifiable but hideable.
What we show is that, if this is the case, the great pains that legal systems 24 take to determine the circumstances of gatekeepers' knowledge of the underlying misconduct on the part of their clients is largely superfluous. If gatekeepers can reasonably pretend to have been ignorant of the honest or corrupt behavior of management in the firms that form their client base, Courts and regulators will achieve identical results regardless whether they are more credulous or more disbelieving of the word of the professional gatekeepers. When gatekeepers can
hide information about what they knew at the time they reached a decision on the control measures to be exerted upon their clients, a situation we think, 23 § 10A(b) of the Securities Exchange Act foresees auditor's liability when he "detects or otherwise becomes aware of information indication that an illegal act (whether or not perceived to have a material effect on the financial statement of the issuer) has or may have occurred". And the SEC's initial proposal on professional standards for lawyers following § 307 of the Sarbanes-Oxley Act defined the trigger of reporting duties as circumstances in which it would be unreasonable, under the circumstances, for a prudent and competent attorney not to conclude that it is reasonably likely that a violation has occurred, is occurring or will occur. If gatekeepers' observation is non-verifiable by Courts or regulators, provisions of this kind become entirely moot. 24 For a discussion of these issues on US Law, see Koniak (2003) , Steinberg (2003) , Simon (2004) .
for the reasons stated above, and also intuitively, highly plausible, the policy of concentrating legal efforts on issues of trusting or distrusting auditors or lawyers does not improve social welfare. for professional behavior of gatekeepers such as auditors and lawyers, we have theoretically shown that, under some circumstances, even if information and verifiability are far from perfect, they can achieve optimal incentives for gatekeeping behavior. We do not believe that, in the real world, policy-makers will in fact be able to act optimally. But we do believe that, under the conditions of imperfect information and verifiability that prevail in these contexts, legal systems should not divert attention and effort concentrating on the issues of trustworthiness of gatekeepers. The design of substantive standards of professional control by auditors and lawyers should take preeminence in public policy to curtail corporate misconduct. 25 If the trustworthiness of the gatekeepers' statements on observation is a relevant circumstance affecting the imposition of liability, the costs are clear: Plaintiffs (the investors having experienced losses, the Government) would devote resources to claiming and producing evidence that the gatekeepers must have known the pertinent circumstance or state of the firm. Defendants (auditors and lawyers) would combat these claims and evidence with their own trying to show their ignorance of fraud when they had their professional dealings with the corporation that has caused losses to investors.
